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Abstract 
Direct foreign investments in China have made great contributions to China's 
economic growth as well as to foreign investors' wallets. Such positive effects have 
been disclosed and confirmed by many economists，business people, and the government. 
However, there are also some “dark sides,，，or disharmonious aspects concerning foreign 
investments in China. To understand the cause of the disharmonious aspects will 
facilitate a more harmonious cooperation between Chinese people and foreign business 
people in the future and benefit both sides. 
In this project, I begin with the phenomena of the disharmonies and probe into 
the in depth causes through the study of many cases. I find that the disharmonious 
phenomena reflect the interest conflicts between the foreign partners and their Chinese 
counterparts, between the foreign firms and the China government, between the foreign 
investors and the normal Chinese citizens. Although, as a whole, Chinese people benefit 
from foreign direct investments, some people do suffer from foreign investments 
dircclly or indirectly. Without doubts, the opportunity costs and side effects of 
introducing foreign investments are obvious. Therefore, interest conflicts deriving from 
foreign investments arc inevitable. But if both of thc Chinese people and thc foreign 
investors understand wcll lhe phenomena and causes ofconflicts in advance, a lot can bc 
done to minimize the conHicts. 
ln this projcct, I summarize six basic causcs of conflicts and disharmonies 
conccming foreign investments in China, they arc: Chinese's ovcr-cxpectation to foreign 
investments, thc high opportunity costs of introducing foreign investments, frauduIencc 
II 
in forming joint ventures; national security concems, the agency problem, and the 
limited running time ofjoint ventures. 
With the intention to contribute to the business society, I also try to give 
recommendations to minimize the conflicts and to harmonize the cooperation between 
the Chinese people and the foreign investors. Although no once for all measures are 
available to solve the problem，many conflicts are avoidable if treated wisely. 
As a fact of matter, Hong Kong is the number one source of “foreign” 
investments in China. I hope this research report can help investors from Hong Kong as 
well as other countries. 
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Chapter I: Introduction 一 A Review of Foreign 
Investments in China 
I.1 The foreign investments in China had soared in the past dozen 
years, but now, it levels off 
Since the reform and open policy initiated by the Chinese government in 1979, 
to introduce foreign capital has been one of the major objectives of the policy. Up to 
September 1997, China had approved the establishment of 298,000 foreign funded 
enterprises. 145,000 foreign funded enterprises had been in operation. Effective overseas 
investments were 208.1 billion US dollars.^ In 1996, overseas capital accounted for 
II.8% of the total fixed assets investments. Overseas capital funded enterprises account 
for 40.7% of the exports and 54.5% of the imports.^ Foreign capital has contributed a 
lot to the Chinese economy as well as investors' wallets. 
1985 � 1 9 9 6 was the golden age for China's absorbing foreign capitals. In the 
end of 1985, the Gross Industrial Production by foreign funded firms was only 2.7 
billion Yuan. In the end of 1995, it soared to 1202.1 billion Yuan. 
Industries absorbing most foreign investments are (by Gross Industry 
Production): Electronic industry (14.2%), garments (7.7%), transportation equipment 
1“中国吸收外资全球仅次美国连续四年成为发展中国家之冠’’,MingPao, December 16, 1997 
"China Statistical Yearbook. 1997 
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(7.6%), electric instrument (5.9%), and foods (5.8%).^ 
Joint venture is the preferable form for foreign investors. Among all of the 
foreign funded firms, joint ventures account for 68.6%, wholly owned enterprises by 
foreign investors account for 20.6%, cooperation firms account for 10.8%. 
• Chart 1:The Amount of Foreign Investments in China^ 
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There is a time delay between the investments through signed contracts (agreements) and the investments 
used. From 1993, the investments through signed contracts begin to decline, but the investments used 
continue to growth. First reason is the time delay; second reason is the improvement of fulfillment rate of 
foreign investment contracts. 
3 “中华人民共和国国家统计局、第三次全国工业普查办公室关于第三次全国工业普查主要数据的 
公报”，People's Dailv. February 19，1997 
4 China Statistical Yearbook. 1997; 
”外经贸部官员对今年我国利用外资形势表示乐观”,Market Daily. 1997-5-15 
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• Chart 2: Developing Countries Accepted Most Foreign Investment 
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The amount of foreign investments in China is large, outruns Mexico - the follower, by 221%. 
1.2 Most ofthe foreign investments come from Hong Kong and 
Taiwan 
The y^ordforeign investments is somehow misleading. As a matter of fact, most 
ofthe overseas investments come from Hong Kong and Taiwan. Also, a significant part 
of foreign investments from Asian countries is by overseas Chinese — primarily from 
Singapore and Malaysia. 
5 New Market Investment Table, World Baftk 
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.Chart 3 : Source ofActually Used Foreign Capital in China (1996f 
D i s t r i b u t i o n o f A m o u n t o f F o r e ign I n v e s t m e n t A c t u a l l y 
2Q8 5 U s e d by C o u n t r y 
2 0 0 . 0 r|^chj  
180.0 -梦 
160. 0 卡 
o 1 4 0 . 0 -)、： 
0 vy 妙” 
o l 2 0 . 0 - ^：^ 
o 1 0 0 . 0 "、丨 
§ 80.0 ？起 ^ . 
Q 6 0 . 0 - � f ) 
w � n ^ .'K. 36.9 34. 8 34. 4 
口 4 0 . 0 - � r F ] r ^ 门 22.5 ^_ . “ ^ 
2 0 . 0 - ； ：；、 ； / n m r ^ 6.1 5.2 4.6 4.2 3.4 
Q Q L1•«_ I L J L J L J I t " I I 1 I r^•~~» 1 i 1 , r - ^ I r ^ ^ ^ I I ^ ~ ^ 
/ , 々 〜 少 ; / , A / “ 
^ C o u n t r y 
The word foreign investments is somehow misleading. As a matter of fact, most of the overseas 
investments come from Hong Kong and Taiwan. Also, a significant proportion of the investments from 
Singapore, Malaysia, and other South-East Asian countries come from overseas Chinese 
Char t 3 does not include USA. U S A is the No. O n e host for foreign investments. 
China has been the No. 2 in the wor ld since 19947 
Al though the absolute amount of foreign capital in China is very large，the per 
capita amount of foreign capital is very small. 
6 China $tatistipal Yearbook, 1997 
7 “外商对华投资呈三大特点”,MarketDaily, 1997-4-3 
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• Chart 4: Comparison of Foreign Capital Per Capita® 
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The absolute amount of foreign investments in China large, but while considering the population, the 
foreign investments per capita in China is negligible - each Chinese people had received only USD 4.8. 
1.3 Three policies toward foreign investments — deny, welcome 
unconditionally, and welcome conditionally 
1.3.1Beforel979-deny 
Before 1979, the Chinese government did not encourage interaction with foreign 
countries politically and economically. Foreign investment in China was basically zero. 
1.3.2 From 1979 to 1991-weIcome unconditionally 
In 1980s，subjected to the open policy advocated by Deng Xiao Ping, China was 
hunger for foreign capital and tried to swallow all the foreign investments available. In 
8 The World Factbook, 1996, The Central Intelligence Agency; 
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1980s and early 1990s，basically all foreign capital was welcome unconditionally. The 
amount of foreign capital attracted had been one of the most important criteria for 
evaluating provincial government officers' performance. 
1.3.3 After 1991 - welcome conditionally 
However, in recent years, more and more conflicts, disputes, and disharmonies 
concerning foreign investors arose. The Chinese people and Chinese government have 
been trying to review their policies and attitude toward foreign investments. Some 
people keep their point of view that China should greet foreign investments desperately. 
Some other extreme people think that the benefit of foreign investments is an illusion. 
Foreign investments bring to China damages rather than benefits. Most people believe 
that foreign investments remains necessary to China, but the side effects should not be 
underestimated. In other words, foreign investments should be welcomed conditionally. 
1.4 Focus on the disharmonies 
In general, direct investments in China have definitely positive effects on both 
the Chinese people and investors. But in this article, I will focus on the disharmonious 
aspects of direct investments in China and reveal the phenomena, the reasons, and the 
possible measures to minimize the disharmonies. 
New Market Investment Table, World Bank 
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Chapter II: Disharmonies In Direct Investments 一 
the Phenomena 
The disharmony related to foreign investments in China can be illustrated in 
many aspects. In general, there are three phenomena relating to the disharmonies — 
hostility, uncooperative attitude, and internal conflicts injoint ventures. In the following 
paragraphs, I will depict these phenomena. 
2.1 Hostility toward foreign ipvestments 
Some Chinese people take a hostile posture toward foreign investments. They 
view mass foreign investments as invasion, view overseas investors as intruders. 
Although only a minor proportions of Chinese people take such a posture, the core of 
this group consist of influential people, e.g. entrepreneurs and intellectuals. Their 
opinions are easy to spread. Their impact cannot be ignored. 
« 
2.1.1 “Economic invasion" 
The idea that foreign investments in China has become an economic invasion has 
been rather popular. In fact, such an opinion is not unique in China. It is a common 
attitude when local firms are under great pressure by foreign investors. Only a few years 
ago, many Americans viewed the large amount of investments by Japanese as economic 
invasion. Now it is the tum of Chinese. 
8 
“TheEight Countries'AlliedForce�^ 
Pan Ning, the CEO of Keloon Group, one of the largest and most famous 
household electrical appliances manufacturers in China, made the following comment 
about foreign direct investments in China: 
"Local people liken the foreign capital to Eight Countries ‘ United Forces. The 
description reveals the real goals of it. Foreign investors set up factories in China to kill 
three birds with one arrow^® - to occupy the market, to eliminate Chinese famous brands 
once and for all, and to extinguish Chinese household electrical appliances exports. You 
know, now is the perfecttime for us to export Ghinese household electrical appUances." 
The key word in this paragraph is the Eight Countries ‘ United Forces. In 1900, 
eight countries — United States，Russia, Japan, Germany, United Kingdom, France，Italy, 
and Austria form an allied force to invade China. Yuan Ming Yuan, one of the 
architecture spectacles in China, was bumed out by the army. Many virtues robbed from 
Yuan Ming Yuan are still exhibited in the museums of the eight countries. The Chinese 
government takes the ruins of Yuan Ming Yuan as a good site for patriotism educa t ion . ‘ 
Now we can see that Pan Ning actually reckon foreign investments a new 
invasion, an economic invasion. 
Pan Ning's opinion is representative of many Chinese entrepreneurs' opinions. 
These entrepreneurs complain that the country's policies are so favorable to foreign 
investors that Chinese firms cannot compete with foreign funded firms on equal ground. 
9 “’科龙’在呐喊” • China Oualitv MagPizine Fehn.pry 1997 
10 Pan Ning used a Chinese phrase here. It means one action to achieve three goals. 
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2.1.2 "National Dignity" 
“ChinaCanSayNo，，ii 
A well-known, radical book named China Can Say No has some chapters on 
foreign firms in China. It conveys such an impression that foreign investors in China 
contribute little but extort a lot. According to the book, Chinese national dignity has 
been hurt badly by foreign investors. Here is a story told by the authors. 
Mr. Johnson Henry, an executive (foreigner) worked for the Chinese branch of 
an American firm comments the following on sexual harassment in foreign funded firms 
in China: 
“Your Chinese girls like being sexual harassed by us (foreigners). Because we 
have money, and we are strong. They don't like Chinese men. So, you (Ghinese men) 
arejealous." 
Sexual harassment is a global wide social problem. Maybe it is more serious in 
some foreign funded companies in China. But such speeches quoted in the book are 
definitely neither common nor typical. To use such an extreme example to trigger 
hateful emotion is irresponsible. However, it does represent a force or, at least, an 
emotion that is hostile to foreign investors. Such inflammatory opinions are trying to: 
(1) Imply that foreign investments have hurt the national dignity of Chinese. 





It is obvious that criticizing foreign investors is not the goal, it is only the artifice 
to awake the nationalism and, further, to strengthen the internal consolidation of Chinese 
people. Still, the harmonies between foreign investors and the local society can be 
sacrificed. 
"Prefect's Decision���� 
Although most of the disharmonies related to foreign investments in China do 
reflect some material interest conflicts, there are still some of them seem have nothing to 
do with economical benefits. The following is an example. 
KOEI is a prosperous Japanese computer game company, which is famous in 
strategy computer games. KOEI has a foreign owned branch in Tianjin. In May 13^ ,^ 
1996，KOEI Tianjin branch assigned a work — art design for the game Prefect�s Decision 
—to four Chinese employees. Prefect 's Decision is about the World War II. Japan's 
intruding China is involved in the game. The four Chinese employees deemed that the 
game advocates fascism, glorifies intruders, and hurts the Chinese. They thought it is 
immoral to make and publish such a product. Therefore, they refused to carry out thejob. 
Japanese decided to flre them. The whole city — the people and the government got 
angry with the Japanese. Most of the Chinese newspapers followed the event. The result 
was that the government inhibited the game, the Japanese apologized and withdrew the 
decision offlring the four employees. Anyway, the four resigned by themselves. 
This event was a pure ideological conflict. It is interesting that the game was 
published in Taiwan but was neither inhibited by the government nor boycotted by the 
12“我是中国人，中国人！ ”，时代潮，December, 1996 
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people. This may proved that the Mainland Chinese is more ideology oriented than 
Chinese is in other regions. 
?.2 Uncooperative Attitude 
Another negative attitude toward foreign investments is being uncooperative. 
Although it is less extreme than hostility, it is usually more destructive since it involves 
stake holders. 
2.2.1 Joint venture forming bids are turned down 
Although foreign investments are still welcome in China in general, the welcome 
is not unconditional any more. Whether or not the Chinese accept bids for formingjoint 
ventures depends on conditions and terms. 
"Pretty daughters��and ‘‘ugly daughters�� 
To introduce foreign capital is the policy by the Chinese government. 
Nevertheless, now, even some government officers believe that if the national industries 
are not protected, foreigners will buy them out some day. Under this situation, they will 
become effective barriers to hamper foreign investors' attempts to bid for formingjoint 
ventures. 
Guangdong province had been the first province benefited from Deng Xiao 
Ping's open policy. It was the first province introducing foreign capital massively. It is 
still the number one province in hosting foreign investment. Of course, Guangdong has 
derived more benefits from foreign investments than other provinces have. As recent as 
a few years ago, a slogan prevailed among the officers of Guangdong Province — “Marry 
12 
the pretty daughters first”. It meant offering the best enterprises to foreign capitalists for 
forming joint ventures or annexation. But now, things have changed. The slogan is 
criticized racially. Some officers even don't want to "marry the ugly daughters". 
Guangdong Bearing Factory, a bearing manufacturer in Guangdong Province, 
had experienced hard time for a couple of years because of keen competition, lagging 
technologies, and fund shortage. SFK, the world market leader on bearing, bided for 
forming a joint venture with Guangdong Bearing Factory. SFK wanted 90% of the 
shares in the joint venture. The bid was vetoed by the municipal government 
unreservedly because, as commented by the officers, "This is not forming ajoint venture. 
It is an attempt to annex our national industry." 
LeKai®andKodak® !^ 
Color film is a high-tech industry. Before 1985，there were only three countries 
in the world that could make color films — United States, Japan，and Germany. In 1985, 
Le Kai ®，one of the largest film manufacturers in China, produced its first color film. 
At that moment，China jointed the club of color films manufacturers as the fourth 
member. There were two other color film manufacturers in China — Fu Da � and Gong 
Yuan ®. However，Fu Da and Gong Yuan became losers in the competition. By 1995, 




“重引进也重幵发一对发展我国感光材料工业的调查与思考（上）,,-Market Dailv. 1997-6-19; 
“反走私也反倾销一对发展我国感光材料工业的调查与思考（中）,，-MarketDailv. 1997-6-20; 




Le Kai ® succeeded. In early 1990s, its market share in China reached 32%. In 1997, 
its market share falls to 24%. 
Now, Fu Da ®, Gong Yuan � and other four film manufacturers in China have 
been annexed by Kodak ®. Kodak � has to pay USD 370 million for purchasing the 
shares. It would cost it more (over USD one billion) to reconstruct the six factories. 
In 1994, Kodak ® Film bid for forming joint venture with Le Kai � .T h e 
negotiation last for years but both sides could not come to an agreement. The reason was 
that Le Kai � refused to accept any of the following three terms offered by Kodak: 
(1) Kodak ® must hold majority of the shares; 
(2) Use the brand of Kodak � instead of Le Kai ®; 
(3) Le Kai ® disband its research and development institution. 
Le Kai ® rejected the offer. 
On July 14, 1997, Prime Minister Li Peng, Vice Prime Minister Wu Bang Guo, 
Hebei Province Secretary of the Communist Party Cheng Wei Gao, and Hebei 
Provincial Governor Ye Lian Song visited Le Kai ®, encouraged its employees, and 
tried to help solving its difficulties. A vice prime minister said, if there is no agreement 
by the end of year, never talk about it (forming joint venture) again. A minister asked, 
"should we sit and see (the foreigner) leave nothing to our national industry except roast 
ducks and pickles?" 
14 
2.2.2 Chinese enterprises repurchase the brands they once contributed 
to joint ventures as assets 
In forming joint venture，it is common that the participants contribute their 
brands to the joint venture. Sometimes the brands are contributed gratis. Sometimes 
there are contributed as assets and discounted to shares. 
Joint venture cases in which the foreign partner is a world market leader while 
the Chinese partner is a Chinese market leader, usually both sides contribute their brands 
to thejoint venture. Then thejoint venture typically handles the brands in two ways. 
1. All of the products by the joint venture are branded with the foreign firm's 
trademark. The brands by the Chinese partner are frozen at the very 
beginning. This way is rather unusual. 
2. Most of the products by thejoint venture are branded with the foreign firm's 
trademark. The trademark by the Chinese partner is used simultaneously for 
some time. However, few efforts or money is paid to improve, promote or 
advertise this brand. As a result, the brand by the China partner will fade out 
of the market gradually. This way is much more common than the first one 
in formingjoint ventures. 
Either of the above ways will result in the ultimate termination of the brand by 
the Chinese partner. In 1980s, Chinese firms cared little about this. But now, more or 
more Chinese enterprises take it as a serious problem. Once they fmd that their brands 
are not kindly treated in the joint venture, they may try hard to buy back their 
trademarks. 
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ShengBrand � Chrysanthemim Crystal 
In August 1993, Shanghai Coffee Factory formed joint ventures with a Swiss 
company and an Austrian company respectively. Sheng brand ® chrysanthemum crystal 
is contributed to thejoint ventures together with 6,500 square meters workshop, workers, 
sales network, and two other brands. 
Sheng brand ® chrysanthemum crystal since 1962 was a famous brand in China. 
However, the joint venture Wen De promoted the brand "Ovaltine" ® by the foreign 
partner diligently while paid little effort to Sheng brand. Three years later, Sheng's 
market shares in China shrunk from 80% to 30%. 
In 1997, the Chinese side decided to buy back their brand. Shanghai Mei Lin 
Limited negotiated with Wen De (the joint venture) for repurchase. At last, the Chinese 
side paid nine million RMB Yuan to buy back Sheng brand ®, 6,500 square meters 
workshop, traditional sales network and some workers.'^ 
C ^ . M 4 X 4 M ® 
Shanghai Household Chemical Factory formed joint venture with foreign firms 
and contributed the brand of MAXAM ® to it. Three years later, the sales shrunk from 
300 million RMB Yuan to 60 million RMB Yuan. Chinese had to buy back the brand 
with 300 million RMB Yuan. The sales rebound to 170 million RMB Yuan in 1995.^ ^ 
"四年前『养女出嫁』 四年后『回归娘家』.Market Daily. 1997-6-10 
15 “创建名牌要有资本运作”，China Oualitv Mag^rine August, 1996 
外资能否吞并中国，吴越涛，张海涛，企业管理出版社 
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2,3 Internal Conflicts in Joint Ventures 
Internal arguments or interest conflicts will certainly weaken the efficiency of 
thejoint venture, cripple it, make it suffer serious lost, or even cause it dying young. 
A Hong Kong mould company formed a joint venture with a Chinese state-owned 
enterprise in Guangzhou. The Hong Kong company held 40% shares in the joint venture while 
the Chinese enterprise held 60%. 
Soon after the establishment of thejoint venture, arguments came forth. 
(1) The Chinese partner tried to place too many employees in the joint venture. 
The number of employees exceeded the need of the joint venture by far. Most of those 
employees were originally staff of the Chinese partner. The reason was that the Chinese 
partner itself had suffered from overstaff. It wanted to shift the burden to the joint 
venture. The running cost of thejoint venture skyrocketed quickly and unnecessarily. 
(2) Another problem was that the Hong Kong partner found that the Chinese 
partner charged the joint venture for expense of its own. The key accountant was 
assigned by the Chinese partner. The Hong Kong partner could neither rectify the 
problem nor supervised it effectively. 
(3) The Chinese partner complained that the Hong Kong partner did not 
introduce Hong Kong customers to thejoint venture as it had promised. 
The arguments never stopped. The joint venture suffered serious lost 
continuously. 
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Chapter III: The Cause off Disharmony 
In Chapter II, I depict the phenomena of the disharaionic aspects of foreign 
direct investments in China. In this chapter. Let's probe into the problem to find out the 
in-depth interest conflicts lie behind the phenomena. I summarize the following reasons 
that lead to interest conflicts. 
3.1 Chinese have over-expectation to foreign investn>ent. While 
disappointed, some become unfriendly toward foreign investors 
Many Chinese, from common people to high level government officers, have 
unrealistic expectation to foreign investments. They once took foreign investments as a 
panacea to solve any economic problems. They expected foreign investments to bring 
lots of jobs, lots of new technologies, and instant benefits to the society. 
The more you expect, the more you are disappointed. While disappointed, rage 
dominates some irrational people. 
What is the most typical over-expectation? The Chinese government has a 
slogan — trade off the market against advanced technologies. This slogan accurately 
express China's government's intention (or over-expectation) to acquire lots of 
advanced technologies by introducing foreign capital. 
In some industries, Chinese have achieved the object successfully，e.g. 
refrigerators, TV sets. Chinese acquired refrigerator manufacturing technologies from 
European by forming joint venture. Now, they have outplayed their teachers in many 
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aspects. Some China-made refrigerators, e.g. Chun Lan ⑧，are exported to Europe and 
have better quality than Europe-made or Japan-made products. 
However, such good story is not universal. In most industries, Chinese acquire 
nothing or only outdated technologies. 
Snanghai Santana ® and Guangzhou Peugeot ® are two of the earliest 
automobile joint ventures in China. The foreign partners are German and French 
respectively. The foreign partners were responsible for providing the technologies. 
However, both of the foreign partners provided the technologies to produce outmoded 
cars, the model of which had been outdated for two decades. Guangzhou Peugeot sold 
only thousands cars in 1996. 
Boeing also provided Chinese the technology to produce parts of its planes. The 
technology is advanced. But Boeing assigns many countries to produce various parts of 
the planes. The planes are assembled in US. None of these countries can make an 
integrated plane to threaten Boeing even though they have the advanced technologies to 
make parts of a plane. Thus, the use of the technology provided by Boeing is limited for 
Chinese to make planes by themselves. 
It is natural that investor will not help a potential competitor to beat himself in 
the future. Nothing blamable. The expectation that foreign investors will provide the 
most advanced technology for thejoint venture is entirely unrealistic. 
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3,2 Although foreign investments contribute to the economic 
growth, its opportunity cost is prettv high 
Although foreign investments contribute a lot to the economic growth of China, 
its opportunity costs to the society are pretty high. While the contribution is emphasized, 
foreign investments should be greeted. On the other hand, if the opportunity costs are 
realized sufficiently, it is easy to feel uncomfortable about it. 
3.2.1 Foreign investments may worsen, rather than reliefthe problem 
of unemployment 
Unemployment has become the most serious problem threatening the economy, 
and the society's stability in China. Some people believe that foreign investments will 
relief the problem of unemployment. However, this may be an illusion. In fact, foreign 
investments may worsen rather than relief the unemployment problem. 
Truly, foreign capital can bringjobs to China. Joint ventures and foreign owned 
enterprises do createjobs. However, on the other side, foreign capital also drives current 
workers out of their jobs. Products by joint ventures and foreign owned enterprises 
acquire market shares from Chinese enterprises. Keen competition from joint ventures 
and foreign owned enterprises expels many Chinese enterprises from the market. Those 
losers suffer lost or even go into bankruptcy. Inevitably, many workers in those Chinese 
enterprises will lose theirjobs. 
There are two arguments that go against the "job cutting effect". One is that 
products by foreign funded enterprises can create new markets rather than just 
redistribute the market shares. The other one is that a significant proportion of products 
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by foreign funded enterprises is exported. Therefore, foreign funded enterprises hardly 
take over domestic market shares from Chinese enterprises. 
Let's analyze these two arguments one by one. 
Create New Market vs. Redistribute the Market Shares 
Products by foreign funded enterprises can be classified into two categories. One, 
creates new market. Two, does not create new market，instead, only takes over market 
shares from other products. Unfortunately, few products by foreign funded enterprises 
go to the first category. It is high tech products that most likely create new markets. An 
example is the communication products, such as the mobile phone. Without Motorola, 
Nokia and Errison, few Chinese would be using mobile phones at this moment. But none 
of the above mentioned enterprises produce mobile phones in China. 
On the other hand, non high tech products usually just take over markets from 
other substitutes rather than creating new market. Procter & Gamble and Coke, two of 
the most successful foreign funded enterprises that have factories in China, dispel most 
of their Chinese competitors in detergents or soft-drinks. 
The Myth of Export Oriented 
There is a myth that most of the foreign funded enterprises in China are export 
oriented. Actually, less than one-third of the output by foreign-funded enterprises was 
exported. According to Table 1, in 1995, the Gross Industrial Output by foreign funded 
enterprises was USD 144,157 Million. But according to Table 2, the exports by foreign 
funded enterprises was only USD 46,876 Million, or31.5% of the gross output. 
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• Table 1: Gross Industrial Output by Foreign Funded Enterprises in 1995^ ® 
Foreign Funded Enterprises Other Enterprises 
Total % Amount % Amount 
RMB Current Price 
Gross bidustrial (MiflionYuan) 9,189,400 ^^ ^^ ^^  1,203,811 秘 9% 7,985,589 
Output USD Current Price 
|(MinionUSD) 1,100,435 144，157 丨 956,278 
Note: Exchange rate (middle rate) in 1995 was 8.3507 Yuan / Dollar 
China has enjoyed current account surplus for many years. Many people deem 
that foreign funded enterprises contribute lots to the current account surplus of China. 
That is definitely a myth. Just look at Table 2. 
• Table 2: Exports and Imports by foreign funded enterprisesJ^ Unit: US$ Million 
1995 1996 
. , % as National . ^ % as National Amount 了 � , „ � Amount . _^  / r- ^ knport / Export Lnport / Export 
Export 46,876 31.5% 61,506 40.7% 
Lnport 62,943 47.7% 75,604 54.5% 
Surplus / Deficit -16,067 -14,098 
The imports by foreign funded enterprises have exceeded their exports! When 
the foreign funded enterprises boost exports, they boost imports more. They make 
negative contribution to the current account surplus of China. 
8,8% of the EmployeesAccounts for 19,1% of the Sales 
Up to late 1995, 8,983 thousand employees worked for foreign funded industrial 





17 China Statistical YearBook. 1997 
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foreign funded industrial enterprises accounted for 1011.6 billion, or 19.1% of the total 
sales. 8.8% o f t h e employees made 19.1% of the total sales.^^ (refer to Chart 5: 8.8% 
Employees Accounts for 19.1% of the Sales) 
Undoubtedly, foreign founded enterprises are more efficient than other 
enterprises by far. From these figures, we can also estimate the degree that Chinese 
workers lose their job because of competition from foreign funded enterprises. 
If all of the foreign funded industrial enterprises just take over market shares 
rather than create new market, there should be 19.1% - 8.8% = 10.3% of the industrial 
labors，or 10,514 thousand workers (estimated by the following equation). 
8,983 + 8.8% X (19.1% - 8.8%) = 10,514 (thousand workers) 
However, it is impossible that none of the foreign funded industrial enterprises 
create new market. At least, one third of their products are exported to overseas. It is 
hard to estimate the accurate percentage of such enterprises that create new market. 
Anyway, let's see what would be the situation if fifty percent of those enterprises do. If 
we fifty percent discount the figures, the result should be 5.15%, or 5,257 thousand 
workers lose theirjob because of competition from foreign funded industrial enterprises. 
18 "The Third Chinese National Industrial Survey", Market Daily 1997-4-3 
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• Chart 5:8.8% Employees Accounts for 19.1% of the Sales 
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In China, foreign funded enterprises usually enjoy higher productivity than other firms do. As depicted in 
this chart, foreign funded enterprises account for only 8.8% of the total employees in China, but they 
achieve 19.1% of total sales. In other words, local firms typically hire about 2.5 as many employees as 
foreign funded firms do to achieve the same sales. 
Now, let's look at the issue on a negative aspect. U" a foreign firm is engaged in the same business as a 
local firm is, produces similar products, and competes directly, assume that the market size is fixed, for 
every employee hired by the foreign firm, the local firm has to fire 2.5 workers to reflect the market shares 
it lose. 
A model to identify jobs created vs.jobs extinguished by foreign funded enterprises 
We can judge whether the number ofjobs created by foreign funded enterprises 
is larger than the number ofjobs extinguished on two dimensions. 
First dimension, whether the products are substitutable. If the product is 
substitutable by similar products or other brands, e.g., garments, shoes, television sets. 
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audio sets, or other ordinary household products, such a product can be produced by 
either local firms or foreign funded firms. Actually, most of such categories of products 
in China are suffering from over-capacity. Therefore, new abroad comers in these 
industries only result in redistribution of market shares rather than create new markets or 
create newjobs. On the other hand, unsubstitutable products, usually high-tech products 
that are not produced in China before the coming of foreign funded firais, do create new 
jobs. 
Second dimension, whether the products are for export or for domestic sales. If 
the products are for domestic sales, they usuallyjust results in redistribution of market 
shares but do not create newjobs. If the products are for export, they should create some 
newjobs. However, thejobs creating effect by exportation is diminished by the fact that 
imports by foreign funded firms exceed their exports. 
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• Chart 6 : Jobs created vs. Jobs extinguished by foreign funded enterprises  
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Substitutable products, Unsubstitutable products，e.g. 
e.g. most of the high-tech products that 
garments, shoes cannot be manufactured in 
China before 
If the product is substitutable, e.g., garments, shoes，television sets, audio sets，or other ordinary household 
products, new abroad comers in these industries only result in redistribution of market shares rather than 
create new markets or create new jobs. Now that foreign funded firms have higher productivity, jobs 
created by foreign funded firms should be less than job extinguished because some local firms go into 
bankruptcy. On the other hand, for foreign funded firms that are engaged in unsubstitutable products, e.g. 
high-tech products which are not produced in China before, jobs created >jobs extinguished. 
Similarly, export oriented foreign funded firms creates more jobs than they extinguish. While domestic 
market oriented foreign funded firms may extinguish morejobs than they create. 
3.2.2 Bypassing the tariff, it is possible for overseas enterprises to dump 
in China 
The tariffs of many categories of goods in China are very high, although they 
have been lowered on China's way to WTO. Just grant a glance at Table 3. 
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• Table 3 : Typical Import Duty Rate, China^^ 
Typical Import Duty Rate 
Goods Most Favorable ^ , 
、丁 ^ General  Nations  
Cosmetic ^ 150% 
Shapmoos 5 ^ 150% 
Cigarette m 180% 
SoftDripk 75% 100% 
Be^ 120% 150% 
Wine and Spirit 150% 180% 
Household Electrical Apptoce 60% 130% 
Fto 78% 150% 
Car 110% 230% 
As the tariff rates are high, to make their products more competitive in terms of 
prices, overseas firms do have reasons to build factories in China. 
However, just setting up factories in China can not necessarily bypass the 
custom duty, because the imported components are also tariffed. Refer to Table 4. 
• Table 4: Materials and components are also tariffed^ 
Typical Import Duty Rate 
Goods Most Favorable ^ , �T ^ General  Nations  
Color television receivers with a diagonal 
r> i_ n … 60% 130% measurement oi screen between 42cm and 52cm  
Color television receivers, unassembled 50% 130% 
Saloon cars with spark-ignition engine, of a cy&ider 1 ^ ^ ^ 230^ 
capacity between 15QQcc and 2200cc  
Unassembled saloon cars with spark-ignition engine 1 ^ ^ ^ 230y 
of a cyMer capacity between 1500cc and 2500cc  
19 Practical Handbook on Import & Export Tax of the Customs of the People's Republic of China. 
Complied by the TariffDepartment of Customs General Administration of the People's Republic of China, 
International Culture Publishing Corporation, 1995 
2° Practical Handbook on Import & Export Tax of the Customs of the People's Republic of China, 
Complied by the TariffDepartment of Customs General Administration of the People's Republic of China, 
International Culture Publishing Corporation, 1995 
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Of course foreign funded firms can make most of the components in China. But 
what if they don't want to do that, instead, they just want to import all the components 
and assemble the products in China and dump them at very low price? Here is the way. 
It may declare very low price to the custom for its components. As a result, the 
custom duty tariffed would be limited. 
One may argue that by this means, although the custom duty could be very low, the 
increased corporation tax would offset the advantages. The point is that foreign funded 
firms in China have corporation tax holidays. They are exempted from corporation tax 
for two more years after a cumulated profit is recorded. After that, they are exempted 
from half of the corporation tax for three more years.^^ 
Though China has regulations force foreign funded firms to export a proportion 
of their products, two third of the goods are sold domestically. 
In a word，for some overseas businessmen, founding enterprises in China is only 
camouflages for bypassing the tariff and dumping their products in China. 
3.2.3 Foreign capital and honest society 
Most of the foreign investors come from countries with high degree of economic 
integrity. Bribery is strictly prohibited in those countries. On the other hand，in China 
law against bribery is usually not enforced efficiently. One may argue that when foreign 
investors come to China，they can help China with building honest business culture. 
21 Tax System of China, complied by The Tax Department, The Treasury of The People's Republic of 
China, published by Enterprise Management Press, 1996 
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Unfortunately, real cases suggest an entirely opposite phenomenon - foreign 
investments in China in fact worsen rather than ease the problem ofbribery. Many of the 
foreign businessmen are enthusiastic in bribery. They are also experts in it. 
Here is an example. A famous multinational company sells medical equipment in 
China. It has a large team of sales staffs as well as some agents in China. Almost all of 
the businesses are handled directly by the company itselfbecause (1) The company itself 
is much more famous than its agents are. Thus, it seems more trustworthy to the 
customers to deal with it than to its agents. (2) The sales team of the company is very 
large and aggressive. Therefore, its availability is also better by far than its agents are. 
However, most of the businesses are done through the agents nominally. What is it for? 
Most of the customers of this company are corporations rather than persons. In 
such businesses, rake-off is an effective instrument in competition. This company does 
not pay the rake-off directly by itself to get involved in potential scandals and law suits. 
It makes its agents do that. Its sales executives all know that. Actually, they deal with the 
customers directly - bargain the amounts, the form and the delivering methods of the 
rake-off. The only thing the agents need to do is to do some paper works on the 
commission accounts. However, from the view of law, the company，as an organization, 
does not know the behaviors ofbribery. It may shift the responsibility onto the agents in 
case ofbeing prosecuted. 
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3.2.4 Tax paid by foreign funded firms is not proportionate to their 
profits 
2+3 Corporation Tax Holiday 
Joint ventures can enjoy tax holiday in China. They are exempted from 
corporation tax two years after a cumulative profit is recorded. After that, the firm still 
enjoys 50% corporation tax reduction for three years. 22 Local governments may grant 
other privileges to foreign funded firms. 
ValueAdded Tax 
A 17% value added tax is subject to enterprises in China. Foreign funded firms 
usually import materials and components from overseas. It is usually hard to verify the 
authenticity of the reported price of the imported materials and components. Foreign 
funded firms can easily reduce the reported added value and, thus, the value-added tax 
by underreporting the price of imported materials and components. 
Legal Tax Mkigation & Ulegal Tax Evasion 
Joint ventures use various methods to mitigate tax legally and / or evade tax 
illegally. Such methods include: 
(1) Phony cost. 
(2) Claim investors' personal expenses asjoint ventures' costs. 
(3) While tax return is available for exportation, joint ventures can claim 
undeserved tax return by claiming phony exports. 
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(4) Overpricing of imported materials. 
(5) Postponed profits 
To take maximum advantage of the 2+3 Corporation Tax Holiday, 
joint ventures should postpone the profits in the early years. 
Table 5 is an demonstration to show how a joint venture can take 
maximum advantage of the 2+3 tax holidays to escape from corporation taxes 
by postponing the profits in the early years. 
“The People's Republic of China Corporation Tax Ordinance for Joint Ventures 
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• Table 5 : Tax Evasion by Postponing the Profits in the Early Years 
Actual Accounts Modified Accounts for Postponing the Profits 
Year Profit of Accumulated Tax Payable OUnder Present Value Profit of |Accumulated| Tax Payable OJnder Present Value  
the Year Profit the 2+3 tax hoMays) ofTax Payable the Year Profit the 2+3 tax hoUdays) ofTax Payable 
1 - 5 0 z50 0 0 — - 5 0 一 - 5 0 — 0 0 “ 
2 100 50 0 0 “ - 5 0 — -100 — 0 Q 
3 100 150 0 0 ~ ~ - 5 0 - 1 5 0 0 Q — 
4 100 ^ 1^ 8 . 6 “ 0 — -150 — 0 0 — 
5 100 350 15 7 . 5 ~ 1 0 0 - 5 0 0 Q — 
6 100 1 ^ 3^ 6 . 5 一 300 250 “ 0 0 
7 100 5 ^ 30 11 .3 — 300 550 “ 0 — 0 
8 100 ^ 52 9 . 8 — 100 650 “ 15 4 . 9 
9 100 750 30 8 . 5 1 0 0 ~ 750 15 4 . 3 — 
10 100 850 30 7 . 4 1 0 0 ~ 850 15 “ 3 . 7 — 
Sum 850 59.5 850 12.9 
Notes: Assume that (1) Corporation tax rate = 30% 
(2) Favorable corporation tax rate = 15%, (According to the PRC Corporation Tax Ordinance for Joint Ventures, 
from the third to fifth year after a cumukted profit recorded, the firm stiU enjoy 50% corporation tax reduction for 
three years) 
(3) discount rate = 15% 
i j 
By postponing the profits in the earfy years, the present vahie ofthe corporation taxes reduce from 59.5 to 12.9, or reduce by 78%. j 
*^ � � ^^  • �� __. —-.... —~--—..-•...-..�........._....��.-..— •——-••——'•  
i. .^,v .-.-- ,-..•,—;-..•...••.々 . . --.- .. - -v    
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(6) Shifting the business to a newjoint venture 
Another method to exploit the 2+3 Corporation Tax Holiday is to 
terminate the business of thejoint venture when the tax holiday expire and to 
shift the business to a newly foundedjoint venture. 
The State Revenue of China claim that during the financial year of 1993-1994, 
about 49% of the foreign funded firms committed illegal tax evasion or owed tax to the 
State Revenue. 
As a result, the amount of tax paid by foreign funded firms is disproportionately 
small compared with the profit. According to the Third Chinese National fedustrial 
Survey,23 as demonstrated below, foreign funded industrial firms eamed 25% of the total 
profit of the industry but the tax they paid only accounted for 10% within the industty. 
• Chart 7: Tax and Profit by Foreign Funded Firms 
Tax Paid (%^ Afte r-tax Profit (%) 
n^ rm 
v_y iJ 
90¾> Foreign funded firms accounted 
for 25% of the after-tax profits partly because they pay only 10% of th^ taxes. That is why many Chinese 
entrepreneurs cry out that they can never compete with foreign ftmded firms on equal ground. 
23 "The Third Chinese National Industrial Survey", Market Daily 1997^-3 
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3.2.5 The fact that foreign-funded firms are not required to contribute 
appropriate proportion to social security indirectly results in social 
unrest. 
hi the planned economy era, the situation can be describe as “the society feeds 
the enterprises, the enterprises feed the society "^^. 
“The society feeds the enterprises" describe the fact that most of the enterprises 
are state owned. The rest are collectively owned. In other words, all of these firms are 
owned by the public，or the society. 
"The enterprises feed the society," means that there was no independent social 
security organization. Almost all the enterprises were responsible for the social security 
obligation. They usually had to provide not only salary but also free housing, free 
medical service, education and many other services to their employees，retired 
employees, redundant employees and their dependents. 
Nowadays, the old, planned economy style social security system is being 
broken; the new system is under construction yet. Most of the state-owned enterprises 
are still undertaking the social welfare obligation. For example, Mu Dan television 
factory, a state-owned firm in Beijing, is responsible to the living cost and medical 
service of its 3,000 retired employees and 1,700 off-duty^^ employees. But it only has 
l � K m m n ^ i S“ � � � � � ,^ ^ M ± ^ " in Chinese 
25 Off-duty, known as “下岗” in Chinese. Off-duty employees: The enterprise does not have enough 
orders, many or all of its production capacity is laid idle. But it does not fire its employees formally. 
Instead, it forces them go off-duty. Some of the off-duty employees can receive some basic subsistence 
expense, around one-fourth of their original salary. Some get nothing. 
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5,455 on duty employees. The ratio of productive / non-productive employees is 1:0.86. 
It can hardly afford the burden. ^^  
The other enterprises do not bear the social welfare burden anymore. They are 
mainly the private firms and foreign funded firms. 
Foreign fimded firms take over market shares from state-owned enterprises, 
drive them out of the market, force them go into bankruptcy or stop production or cut 
down the production dramatically. As a result, workers in those state-owned enterprises 
lose theirjob or go off-duty. Because the new social security system is not set up yet，the 
living standard of the workers who go off-duty or loss jobs will plunge down. Some of 
them even experience difficulty in maintaining basic life. 
26 A joke, although exaggerated, demonstrats the extensive social welfare functions of the state-owned 
enterprises. 
A worker said, my enterprises had 200,000 members, but I am the only one working on our products. How 
could it be? Among the 200,000 members, 50,000 are retired employees. That leaves 150,000. Among 
them, 100,000 are dependents of the working or retired employees. That leaves 50,000. 
We have one university，five middle schools, seven primary schools, and ten nursery schools to serve our 
employees. 20,000 out of the left 50,000 work in these schools. That leaves 30,000. We have two hospital， 
one funeral parlor, and fifteen mess halls to serve our people. They need 15,000 workers. That leaves 
15,000. 
You know, we have two hundred thousand employees in this factory. It is a lot of people. And our factory 
is large in area. We need bus service and post office. That takes 5,000 people. Which left 10,000. We need 
somewhere to buy things. So we established two markets and ten shops. That takes 2,000 employees. That 
leaves 8,000. 
We need firehouse, police station, and court to keep our factory safe. That needs another 2,000 people, 
which leaves 6,000. We have some special organizations and offices, such as the secretary of the 
Communist Party on various levels, the officers of the labor union, the officers of the Patriotic Hygiene 
Committee. That takes 3,000. There are still 3,000 left. 
Today, One thousand and five hundred go to welcome a foreign president coming to visit this city. 
Another one thousand are preparing the celebration for the National Day. That leaves 500. Four hundred 
and twenty are on vacation. That leaves 80. Fifty are on leave because of illness. Other twenty are on leave 
because their wives are in labor. That leaves 10. Nine of them are under arrest because of crime. That 
leaves me working. 
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Foreign funded firms drive the charity-like state owned enterprises out of the 
arena. Nobody take over the social welfare function. Also, most foreign funded firms 
enjoy some kind of tax holidays and/or other favorable policies. The tax they paid is 
normally less than that paid by other companies. In other words, they neither contribute 
an appropriate proportion to the social welfare indirectly - by tax. Although this is a 
policy by the China government, the foreign funded firms are indirectly liable for the 
unemployment and the lack of social welfare. 
3.3 Fraudulence in Forming Joint Ventures 
Fraudulent behaviors in forming joint venture are not rare. Both of the partners 
strive for maximum interest with minimum contribution. The following are some of the 
common fraudulence. 
3.3.1 Equipment Overpricing 
In joint venture, it is common that a portion of the investments by overseas 
investors is contributed as equipment. Some investors overprice the equipment. Because 
the equipment is purchased and imported from overseas, it could be hard for the Chinese 
partners to verify the authenticity of the price. By this means, the overseas investor can 
use relatively small amount of money to acquire a large proportion of share. 
The investments verification was began in 1993. The Chinese State Business 
Inspection Department conducts the verification. The State Business Inspection 
Department has verified 22,555 items up to February 1997. The claimed voice price 
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amounted USD 10.4 billion. The true value was USD 9.2 billion. The assets were USD 
1.2 billion, or 13%, overpriced.^^ 
Normally, at least some of the equipment is contributed by the Chinese partner 
or is purchased in China. Therefore, the Chinese partner also may overprice this 
equipment. However, overpricing by the Chinese partner is not as common as 
overpricing by the foreign partner. The reason may be that it is relatively convenient for 
the foreign partner to check the price of China-made equipment but the Chinese partner 
typically has difficulty to go abroad and check the price abroad. 
3.3.2 Technology Overpricing 
Sometimes，one of the partners in the joint venture contributes some patents or 
technologies as investment. That could also be overpriced. 
In August 1996, the foreign partner of certainjoint venture in Changzhou price 
its technology to USD 600,000. The State Business Inspection Department verified that 
the fair price should be USD 350,000. USD 250,000 was overpriced.^^ 
3.3.3 Material and Components Overpricing 
Material and components overpricing is similar to equipment and technology 
overpricing. But it does not occur at the joint venture's founding stage, instead, it occurs 
during the production process. 
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3.3.4 Land, workshop & sales network overpricing 
Since the land，workshop and the sales network are normally contributed by the 
Chinese partner in forming join venture, fraudulence on these items is normally 
committed by the Chinese partner. 
3.3,5 Fraudulence in equipment importation 
In some extreme cases，one of the partners has no interest in forming joint 
venture at all. It simply wants to trick its copartner in the name of formingjoint venture. 
In certain joint venture project, the total capital was USD 800,000. The foreign 
investor had 30% stakes (or USD 240,000 worth shares) in the firm. He was responsible 
for purchasing equipment from abroad for the joint venture. He imported the machines 
from Italy. He claimed that the price of the machines was USD 400,000. He contributed 
USD 240,000, which equaled his share. The Chinese partner paid the remainder, or USD 
160,000. Later, the State Business Inspection Department found that the fair value of the 
equipment was only USD 80,000. In other words，the foreign investor eamed USD 
80,000 in purchasing and importing the equipment. He didn't care whether or not the 
joint venture could eam a penny. 
When Chinese government began to validate the value of imported equipment, 




depreciated by the Chinese Business Inspection Department and the foreign partners 
refused to make up the margin?) 
3.3.6 Both of the foreign partners and the Chinese partners can be 
cheaters, but it is more common that a Chinese partner is the victim 
The reason lies in three: 
(1) The managers of the Chinese firais are less competent than their overseas 
counterparts, especially in handling international business. 
(2) If the Chinese partner is a state-owned enterprise, the managers may have 
less incentive to look after the company's interest carefully compared with their foreign 
counterparts. 
(3) The foreign businessmen can easily acquire visa to China at any time. They 
have enough money to check the background of their Chinese partners, to verify the 
value of the assets of the Chinese firms. On the other hand, the Chinese businessmen 
have difficulties to go abroad procedurally and economically. They are seldom granted 
visa. Few of them have the budget to go abroad. This fact make them difficult to check 
the background of their foreign partners as well as the true value of the equipment and 
materials imported by their foreign partners. 
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3.4 National Security 
3.4.1 Foreign investment, national industries, and national security 
Since China is the last large socialistic country in the world, China and many 
westem developed countries do not trust each other. As a result，Chinese government 
has to consider the issue of national security in balancing national industries and foreign 
investments. 
There are two arguments suggesting that the direct investments in China have 
hardly anything to do with national security: 
(1) There are many restrictions confining the foreign investments in China. They 
can hardly be involved in the sensitive industries, let alone the military industries. 
(2) In case of war. It is Chinese government's option to deprive the possessions 
from foreign investors. Accordingly, it is Chinese government rather than the foreign 
investors that holds the hostages. 
These two arguments are basically correct but one-sided. Think about the issue 
on the following aspects: 
3.4.2 Even civil products may have unexpected significance to national 
security 
Film is definitely a product of civil purposes. It should not be sensitive to the 
national security. But the fact is that Le Kai supplies 90% of films for military purpose 
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in China3o. I have no evidences to prove that this is one of the considerations concerning 
the Kodak - Le Kai joint venture project. However, it is common sense that if a foreign 
company controls Le Kai, it will inevitably has negative impact on the national defense. 
3.4.3 In case of international disputes, trade wars, or real wars, who 
holds the hostages? 
It is quite natural to come to the conclusion that China holds the hostage, 
because the amount of foreign capital in China is much larger than the amount of 
Chinese capital in other countries. Chinese government can expropriate the assets of an 
enemy country. But the actual situation is more complicated. The Chinese government 
has some reasons to think that maybe the hostages are in the hand of other nations rather 
than in the hand of China. 
1. Even though the factory is in China, if the key technologies are not revealed 
to the Chinese employees, the production cannot continue if the foreign 
engineers retreat. 
2. If the key technological and administrative positions are filled by foreigners. 
When the cooperation terminated, the Chinese will have difficulty to run the 
production line. 
3. For many large, famous corporations, what they invest in China are tangible 
assets. But the most valuables they have are intangible assets, such as the 
brand and the technologies. 
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M a word, both sides wiU suffer from international disputes, trade wars or real wars. 
Nevertheless, who wiU suffer more is hard to say. I tend to deem that China may suffer more if she 
reUes heavily on foreign investments. Chinese still remember the hard time in 1950s while the 
honeymoon between China and Russia ended. The Chinese economy rely on tiie Russia to such a 
degree that when the Russian retreated, the Chinese economy got into great trouble. 
3.5 The Agency Problem 
In any companies, directors and managers are the agents acting for the interests 
of the shareholders. It is supposed that to maximize the value of a firm is equivalent to 
maximize the interest of the shareholders. However, in fact, the managers may not 
always act for the interest of the shareholders. This is called the agency problem. 
Jn joint ventures, the agency problem is usually more severe than in other 
companies, hi most of the cases, joint ventures have only two or three shareholders. And 
the number of shares held by the shareholders is usually very close. Directors and 
managers are delegated by each shareholder. They typically have served their parent 
firms for a long time. They do have incentives to trade off the interests of the joint 
venture against the benefits of their parent firms, e.g.: 
(1) Fill the key positions in thejoint venture with personnel from parent firm. 
(2) Staff the joint venture with parent firm's redundant personnel to reduce the 
cost ofthe parent firm. 
(3) Divert the orders and customers from thejoint venture to the parent flrm. 
(4) Charge thejoint venture with expense of the parent firm. 
(5) Do business with the parent firm at an unfair price. 
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3.6 The Limited jtunning Time of Joint Ventures 
Normal companies seldom stipulate a limited running time. They are normally 
supposed to be run far into the future. On the contrary, joint ventures normally have 
limited running time stipulated in the joint venture agreements. It is not rare that the 
stipulated time for running the joint venture is less than ten years. The running time 
cannot be extended unless all the partners reach consensus. 
Therefore, partners in a joint venture tend to take it as a temporary alliance 
striving for short-term benefits. Every partner has to think about its future after the 
termination of thejoint venture. 
When a foreign corporation and a Chinese corporation form ajoint venture, they 
usually contend for the usage of the brand names by themselves. 
Case: ZhangXiao Quan ® ^i 
Zhang Xiao Quan ® is the market leader on scissors in China. It was initiated 
330 years ago and covers 90% of the Chinese market. 
In 1994, a German firm began to negotiate with Zhang Xiao Quan ® for forming 
joint venture. In the negotiation lasting three years, the Germans insisted that only their 
brand — The Single Person � can be used, while Zhang Xiao Quan ® consented to use 
The Single Person ® brand, but insisted that the brand of Zhang Xiao Quan � must be 
used simultaneously. Neither side gave in. The attempt to formingjoint venture failed. 
31“合资不能丢牌子”,M r^kgt Daily, 1997-4-29 
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One may doubt that why should the Germans put a famous brand name aside and 
try to promote a brand name that entirely unfamiliar to Chinese people? Because ajoint 
venture is not suppose to exist forever. During the cooperation period, a large amount of 
promotion budget will be put on the brand name adopted by the joint venture. However, 
once thejoint venture breaks down, everybody will take back the assets of their own. So 
that the Germans will not treat the brand name of Zhang Xiao Quan ® as an asset of 
their own. 
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Chapter IV: Measures to Minimize the 
Disharmonies 
4.1 Facilitate long-run view in founding joint ventures 
As we analyze in the above paragraphs, many conflicts in joint ventures owes to 
the fact that a joint venture usually has a limited running time stipulated in the 
agreement. If the joint venture is liquidated, each partner will take back the assets of its 
own. Accordingly, partners have to hold a short-run view in running the joint venture 
and to think about the post-joint-venture benefits. 
To solve this problem, the best way is to facilitate a long-term cooperation. 
4.1.1 Two ways in forming joint venture 
There are two ways in formingjoint venture: 
(1) Both of the partners contribute some capital to form a newjoint venture. In 
such a case, the partners normally stipulate a running time for thejoint venture, although 
the running time can be extended ifboth sides agree. 
(2) Company A purchase a portion of the shares of company B. If A is a 
foreigner and B is a local company, company B is also ajoint venture after surrendering 
some of its shares to company A. In this case, no new firm is formed. Company B is 
supposed to run far into the future, without time limited. 
Obviously, the second way is better for establishing a long-run view and settling 
the interest conflicts concerning the post-joint-venture benefits. 
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4.1.2 To increase the stakes in a joint venture gradually 
In a shares acquisition negotiation, usually the managers of the target andA)r the 
officers of the local government are hesitate to surrender their control over the firm. If 
the foreign investor also insists acquiring the majority of the shares, the negotiation may 
fail. Here is one of the ways to solve the problem: 
(1) The foreign investor agrees to take a minority of the shares. 
(2) If the business of the joint venture is good, the foreign partner should 
recommend expanding the business. It can further recommend obtaining the capital 
necessary for the expansion through rights offering. In most of the cases, the Chinese 
partner doesn't have the money to exercise the rights. Then the rights offered to the 
Chinese partner are transferred to the foreign partner, either with or without 
compensation. 
(3) If the business of the joint venture is not so good and the firm experiences a 
shortage of working capital, the firm also needs an injection of cash. The firm may 
receive cash through (a) rights offering, or {b) selling more shares. In either case, 
i f the local partner doesn't have cash but the foreign partner does, the shares in the hand 
of the local partner will shrink while the shares in the hand of the foreign partner will 
increase. 
Without doubt, if the Chinese partners don't want to surrender the majority of 
the shares at the very beginning, most likely, they neither want to do that later. However, 
when theirjoint venture is hungry for cash, e.g., facing liquidity problems or seeing an 
opportunity for expansion, it become much easier for them to give up. 
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The ways mentioned above seems devious and subject to so many uncertain 
situations, but they are actually very common and very effective in formingjoint venture 
in China. 
4.2 Assign outsiders to manage the joint venture 
The practice of sending delegates to the joint venture by the parent companies is 
problematic if the shares are dispersed or the stakes held by shareholders are very close. 
Every shareholders will try hard to fill as many as possible positions in thejoint venture 
with their delegates. The managers appointed by certain shareholder have incentives to 
trade off the interest of thejoint venture against that of the parent company. 
This fact will weaken the profitability of the joint venture and lead to fierce 
internal conflicts. Therefore, in such a case, it should be better to hire outsiders to fill the 
key positions in thejoint venture. 
This way cannot solve the problem thoroughly because, usually, one of the 
partners is actively involved in the process of hiring while the others aren't. 
Consequently, the partner who is actively involved in hiring will have more influences 
on the hired manager. However, this way is still considerable to soften the conflicts. 
4.3 Localization 
As we discussed in Chapter III, foreign funded firms in China enjoy much more 
favorable business conditions, e.g. tax holidays, than most of the local firms do. 
Consequently, anti-foreigner sentiment is easy to arise. Localization is a good idea to 
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make the foreign funded firm looks more like a friendly neighbor of Chinese citizens. 
Here are some of the measures for localization: 
4.3.1 Local sourcing 
Local sourcing can minimize the anti-foreigner sentiment because (a) Local 
sourcing brings along related industries in the region. As a result, multiply the job 
vacancies, trading and tax benefits to the local, and; (b) Local sourcing minimizes (if 
not eliminates) the concem that since these product lines highly rely on imported 
materials and components, China will be coerced in case of international conflicts. 
4.3.2 Employee localization 
Promote local employees to the top management. Some multinational companies 
hardly promote local employees to the above-mid-level management even they have 
enter China for more than ten years. As a result, some Chinese people (include normal 
citizens and governmental officers) will rationally imply that such companies 
discriminate local people, or such companies will never let local people to participate in 
managing the firm because they don't plan to trust us at all. Thus, in the eyes of these 
Chinese people, such firms are aliens at the moment and may continue to be aliens in the 
future. This is one of the sources that hostility comes. 
4.4 Adopting local brand pames 
As discussed in Chapter III, the struggles between joint venture partners for the 
adoption of brand names usually owes to the limited duration of the joint venture. 
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However, in some cases, it is clear that the cooperation is a long term one, yet one of the 
partners refuse to use the brand names by the other partner. 
4.4.1 Case: P&G ®，Jiehua ®，and Gaofuli ® 
Procter & Gamble (China) is a joint venture by Procter & Gamble and 
Guangzhou Chemical Commodity Factory. It is a long-term project. Procter & Gamble 
plans to tap from the China market through this joint venture in the following one 
hundred years. However, arguments on the adopting ofbrand names still exist. 
Jiehua ㊣ had been a famous brand name for shampoos by Guangzhou Chemical 
Commodity Factory before formingjoint venture. It was one of the most famous brand 
names in China then. After forming the joint venture (P&G, the foreign partner has 
absolute control over the joint venture), although P&G's managers did not abandon the 
brand name of Jiehua ® immediately, they pay neither money nor effort to promote 
Jiehua anymore. As a result, Jiehua � faded out of the market soon. 
Many years later, P&G acquired another famous brand name by Chinese — the 
Gaofuli ® for laundry powders. This time, it is very obvious that Procter & Gamble's 
objective of acquisition is to eliminate a competitor once and for all. At that time, 
Gaofuli ® had become one of the most respectable laundry powders in China. Procter & 
Gamble's objective in acquiring was not for making money from it, instead, it wanted to 
freeze it immediately. But some nationalistic intellectuals, with the sympathy from some 
industrials and officers, expressed their anger over P&G，s attempt to "throttle our 
national industry repeatedly". To quiet down the blame, P&G began to advertise 
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Gaofuli®. However，the advertisement was very strange. Here was one of its TV 
commercials: 
In a slum looking house, the husband and the wife come home off work. Their 
dressing and their exhausted looking body all suggest that this is a impoverished family. 
The pair and their little son want to go to a football match at night. But the wife 
complains that she has to wash a big basket of clothes although she appears to be very 
tired. 
"Fortunately, we have Gaofuli ㊣，good but inexpensive." 
It is a basic principle in marketing that the marketer must associate the product 
with some positive emotion appealing things. Even the marketer wants to emphasize the 
inexpensiveness，he can't associate the product with such a slum like house and such a 
poor looking family. There are two reasons to explain P&G's advertising Gaofuli ® in 
this way: 
(1) P&G's laundry powders are positioned as high-end and expensive products. 
It is extremely in fear of Gaofuli's interfering the sales of its original brands. 
(2) P&G did not want to advertise Gaofuli at all. It did so only because it had to. 
So it didn't plan to do the right thing in promotion. 
This case reveal that even the cooperation between the partners is a long term 
one, the struggle for brand name adoption still exists. 
Now I try to analyze whether there is a solution to solve such a struggle. 
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4.4.2 Multiple brands - a successful strategy 
P&G itself is a successful example in multiple brands strategy 
Procter & Gamble is the most successful shampoo manufacturer in China. Its 
market share reached 67.8% in 1996. Please refer to Table 6. Four out of the ten market 
leading brands were by Procter & Gamble. It is a perfect example for multiple brand 
strategy. If Procter & Gamble has only one brand of shampoo, it is not likely that it 
would have such an absolute success. 
• Table 6: Procter & Gamble's Market Share in China, 1996^^  
Brand Market Share Manufacturer 
Rejoice 33> 7% Porter & Gamble 
PANTENE — 13.9% Porter&Gamble 
Lux 12.6% _ — 
OHve — 11.7% 
Head & Shodders 10. 6% Porter & Gamble 
Sifone 9.6% Porter&Gamble 
雅黨 — 3 . 4 % 一 
雅婧 2 ^  
丝宝 1.2% - ^ 
发嘉丽 0.8% 
The advantages of multiple brands strategy 
“Low involvement products" are products that the functional discrepancies 
among different brands are difficult to be perceived by the customers, and the prices are 
relatively low, e.g. shampoo, soap, detergent. As a result, consumers do not pay much 
attention and consideration before they purchase "low involvement products". 
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Customers do not mind to try some different brands while purchasing low involvement 
products. 
In marketing low involvement products, availability and visibility are important. 
Usually, the availability and visibility of a single brand name of product are limited, e.g. 
the retailer will not grant too much shelf space to a single brand of product. Thus, 
adopting multiple brands strategy enable the marketer to enhance the visibility and 
availability of its products. 
In short, multiple brands strategy is usually effective, specially for the low 
involvement products. 
4.4.3 Reasons that foreign investors refuse to adopt the Chinese brands, 
besides the duration of the joint ventures 
Now that multiple brands strategy is effective, why do many foreign investors 
refuse to adopt Chinese brands, if the problem of joint venture's limited running time 
(refer to Chapter 3.6 The Limited Running Time of Joint Ventures) has been solved?, 
Reasons include: 
(1) Poor market performance of the Chinese brands 
Foreign investors deem that the market performance of the Chinese brands, e.g. 
market share, is too poor to be fostered. 
(2) The overall image of China-made products 
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Some investors believe that because of the widespread quality problem 
persecuting China-made products. The overall image of China-made brands 
is very poor. 
Ten years ago, it was true that most Chinese consumers didn't trust China-made 
products while enthroned overseas ones. But nowadays，it depends on specific industty 
and enterprise. For example, in 1980s, Chinese favor imported cigarettes — Marlboro ®, 
555 ㊣，and Kent ㊣.But now, high and mid-high classes Chinese smoke China made 
cigarettes — Hong Ta Shan ®, Yun Yan ⑧，Ah Shi Ma � .I m p o r t e d cigarettes such 555 
and Marlboro are positioned for mid-low classes. 
(3) Conflicts on positioning 
Because of the conflicts on positioning strategies concerning the brands by the 
investor and the China partner, the investor thinks that it would be better to lay the 
Chinese brand aside to avoid confusion. For example, if the foreign partner is famous of 
high-end products and the Chinese partner is known as low-end product manufacturers, 
the foreign partner is not likely to adopt the low-end brand names by the Chinese partner 
even they are famous. 
(4) Lack confidence to handle the cultural discrepancies integrated in the brand 
A brand is usually an incarnation of the history, the value, and the culture of that 
country. Thus, to plot a successful promotion plan requires the plotter to be familiar with 
the variables mentioned above. The overseas investors are not always familiar with the 
Chinese culture and value. Actually, there may be a serious enterprise culture conflict 
between the overseas and the Chinese. Having no confidence to handle the culture 
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difference, the overseas investors tend to deal with the market with their brands, in their 
way and, with their culture rather than risk an absolutely unfamiliar brand and culture. 
Such a situation deserves sympathy. But the con to this point is that if you can 
not handle the cultural discrepancies, you will not be successful no matter what brands 
you work with. 
Case: Wine & Spirit 
Before 1994, foreign wines and spirits were very popular in China. But since 
1995，the sales volume of foreign wines and spirits declined sharply. On the other hand, 
Chinese wines and spirits is enjoying prosperity. Market analysts all agree that Chinese 
wines have “beaten” the foreign wines thoroughly. 
In Fu Xing Shopping Mall, Beijing, dozens varieties of foreign wines and spirits 
are on exhibition, but Sun Li Yuan, the department manager of food says, the sales is so 
hopeless that in 1996, they had once recorded a zero daily sales. The situation in other 
markets is similar. In Xi Dan market, the daily sales is around dozen hundred RMB 
Yuans, compares with the peak daily sales of forty or fifty thousands RMB Yuans years 
ago；^ 
On the other hand, the sales and price of Chinese wines and spirits keep growing. 
During 1996, the price of three of the famous Chinese wines — Mao-Tai, Wu Liang Ye 
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and Jian Nan Cun grew 17%, 16%, and 29% respectively.^^ In the same year，the overall 
price index grew 6.1% only.^^ 
Market analysts all agree that Chinese wines have "beaten" the foreign wines 
thoroughly. 
This result is something culture and history related. Almost all of the famous 
Chinese wines have very very Chinese style names. 
• Table 7: Famous Chinese wines and spirits have very very Chinese style brand names. 
Brand Name The Meaning 
Mao Tai ® A region in China that traditionally yields good wines and spirits. 
茅台 ®  
Wu Liang Ye ® In Chinese, it means the wine is made from five different foodstuffs. 
五粮液® 
Kong Fu Jia Jiu ® The wine of the Kong household. Kong is the family name of 
^匕府家酒� Confucius — the great ancient Chinese philosopher, moralist，and 
educationist whose theory has influenced Chinese culture and life 
style for thousands years. 
Er Fang Jia Niang ® A wine by the concubine or a wine shared with the concubine. But 
―产佳酉良 � this brand is banned by the Business Administration Department 
一 because its pornographic suggestion. 
Jiu Gui Jiu ® In Chinese, it means tippler's wine 
酒 鬼 酒 ® 
The same thing happens to cigarettes and Chinese traditional foods (refer to 
Table 8). 
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• Table 8: Famous Chinese cigarettes have Chinese style brand names 
Brand Name Product The Meaning 
Hong Ta Shan ® Cigarette The mount with a red pagoda. It suggest Yan An ~ the 
^ ,^ 1 holy land of Mao Ze Dong and the Chinese 
^^ " ^ ® Communist Party, Mao's capital from 1930s to 1940s. 
Yun Yan ® Cigarette The cigarette by Yun Nan Province 
云烟® — . 
Diao Yu Tai � Cigarette The fishing island. It is the No. one guesthouse in 
钓佳么⑧ Beijing for president level foreign guests. 
Beijing roast duck Roast duck A well-known food in China. Beijing is its appeal. 
® 北 京 烤 鸭 ® 
Gou Bu Li ® Bread Dogs pay no attention. 
狗不理® 
On the other hand, China-made electrical appliances and costumes usually have 
foreigner-like brand name. (Table 9) 
• Table 9: China-made electrical appliances and costumes using foreigner-like brand names. 
Brand Natoe Product The Meaning 
松本电工® Electrical Product A Japanese name 
Haier ® Household electrical appliance A westem name 
Giodano ® Costumes A westem name 
G2000 ® Costumes A costume by Chinese without a 
Chinese name 
(5) To correspond with the global strategy. 
Many of the leading manufacturers use a single brand to conquer the world. If 
they employ another brand, their strategies, their tactics, their promotion budgets, their 
manpower deployment, or even their cultures will be modified. 
Of course, change is difficult. But sometimes, it is worthy. 
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a) A market with 1.2 billion people and 10% of GDP growth rate deserves 
a specific strategy, extra efforts and, even a specific brand. The sales in 
China may outnumber that in two dozen other countries. A global 
strategy without special consideration to China market is not a global 
strategy. 
b) In terms of culture and economy, China has notable influences to four 
groups of populations — to the east Asia, the southeast Asia, the overseas 
Chinese, and many developing countries. Because of economical 
weakness, the influences have been weakened. However, as China 
rejuvenates, the influence will grow up. Popular brands in China have 
great opportunities to be popular in the aforesaid four groups. 
c) Foreigner veneration and arrogance are two extreme of Chinese. In most 
of the time in this century, they coexist. The source of the arrogance is 
their five thousand years culture, and their glory and prosperity in the 
history. The source of foreigner veneration is the faintness and 
frustration in the near centuries. The latest climax ofbeing arrogant is in 
1950s. The latest tide of foreigner veneration is in 1980s. Although the 
tide extends to date, it has been abating in the 1990s. The force of being 
arrogant is rising. For example, nowadays it is a symbol of nobleness 
and good taste to smoke Chinese cigarettes and to drink Chinese wine. 
Those smoking imported cigarettes are deemed to be bad tasted, rustic, 
or outdated. 
(6) Culture discrimination 
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Sometimes, "not concurring with the global strategy" is only an excuse, but not a 
reason for some enterprises to refuse employing Chinese brands. Though great efforts 
must be made to modify the strategy, the object for a businessman is to keep making 
efforts, to keep adapting the new situation to make money. Culture discrimination, 
although not the only factor, is one factor that prevents some overseas enterprises to 
employ a Chinese brand. 
4.4.4 Adopting famous local brand names 
In many cases, the cooperation bids were tumed down because of the overseas 
partners require the Chinese partners to abandon their brands but the Chinese partners 
refuse to do so. 
Under what situation Chinese brands should be kept in the joint venture 
So, should the overseas investors keep or abandon the brands by their Chinese 
partners? It totally depends on the situation. Please refer to Table 10: 
• Table 10: Reasons and excuses not to adopt Chinese brand names 
Justified Reasons not to Adopt the Chinese Unjustified Excuses not to Adopt the 
Brand Names Chinese Brand Names 
1. Short duration ofthejoint venture 1. The overall image of China-made 
2. Poor market performance of the brands. products 
3. Serious conflicts in positioning strategy. ^' Culture differences 
3. To correspond with the global strategy 
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Case: Yale &^ and Gu Li ®, dual brands strategy 
Williams is one of the top 100 corporations in United Kingdom. Its Yale ® 
branded locks were founded 150 years ago. Yale � is the world wide market leader in 
security equipment. Jn 1995, its sales amounted to USD 300 million. 
Gu Li ㊣ is the No. 1 lock manufacturer in China. Its production, sales, quality, 
variety, and exports are ranked number one in China. Its production value on locks was 
more than 500 million RMB Yuans. 
Gu Li's weakness is that its technology is not advanced enough, compared with 
Yale ®. Gu Li's products are mainly for general purpose. 
Although, compared with Yale，Gu Li's products are less advanced. Gu Li's 
products are more suitable for household use while 60% of Yale's locks are used for 
enterprises security. Gu Li's has good fame in China and east Asia while Yale has not 
entered this region yet. So they form ajoint venture. 
The joint venture declares its strategy of dual brand. Williams claims that it 
definitely does not want to drive Gu Li ® out of the market. In contrary, it will back up 
Gu Li. At this moment, thejoint venture even centralizes its efforts on promoting Gu Li 
®.37 






The disharmonious aspects concerning foreign investments in China are easily 
visible. They reflect the interest conflicts between the foreign partners and the Chinese 
partners, the conflicts between the foreign investors and the China government, and 
between the foreign firms and the Chinese citizens. 
Such conflicts can be lethal to the investment activities. In cases, even they are 
not lethal, their negative effects to the profitability of the projects should not be 
underestimated. 
Although such conflicts are not likely to be eliminated thoroughly, fortunately, 
there are many possible ways to minimize the negative effects. This report has given 
some recommendations to soften the disharmonies. Possible measures include: ways to 
facilitate long-run view in founding joint ventures, to increase the stakes in a joint 
venture gradually, to assign outsiders to manage thejoint venture if shares are dispersed, 
localization，and to adopt some local brand names in cooperation. 
Conflicts and disharmonies will not deter either the opening policy by China 
govem nor the profit thirsty foreign investment as a whole. But if not handled properly, 
specific project may fail. Thus, it is an key issue that investors must deal with care. 
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